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IN THE MATTER OF THE APPLICATION OF 
ARIZONA WATER COMPANY, AN ARIZONA 
CORPORATION, FOR ADJUSTMENTS TO ITS 
RATES AND CHARGES FOR UTILITY SERVICE 
FURNISHED BY ITS EASTERN GROUP AND 
FOR CERTAIN RELATED APPROVALS. 

21 

0 RIG INAL OOOOOOI 152 

DOCKET NO. W-01445A-02-0619 

DECISION NO. 66849 

OPINION AND ORDER 

BEFORE THE ARIZONA CORPORATION COMMISSION 

COMMISSIONERS Arizona Corporation Commission 
MARC SPITZER, Chairman DOCKETED 

MAR 1 9 2004 WILLIAM A. MUNDELL 

MIKE GLEASON 
KRISTIN K. MAYES 

JEFF HATCH-MILLER 
DOCKETED BY - 

ADMINISTRATIVE LAW JUDGE: Dwight D. Nodes 

[N ATTENDANCE: Mike Gleason, Commissioner 

APPEARANCES: Mr. Jay Shapiro and Mr. Norman James, FENNEMORE 
CRAIG, on behalf of Arizona Water Company; 

Mr. Daniel Pozefsky on behalf of the Residential Utility 
Consumer Office; 

MAR 1 9 2004 Ms. Kay Bigelow, City Attorney, on behalf of the City 

Mr. Robert Skiba, in propria persona; and 

Mr. Timothy J. Sabo and Mr. Gary Horton, Staff 
Attorneys, Legal Division, on behalf of the Utilities 
Division of the Arizona Corporation Commission. 

_,.---- of Casa Grande; 

BY THE COMMISSION: 

r. INTRODUCTION 

On August 14,2002, Arizona W Company (“Arizona Water,” “Company” or App 

filed an application with the Arizona Corporation Commission (“Commission”) for a rate increase for 

.he Company’s Eastern Group systems. Arizona Water supplies water to approximately 60,O 

:ustomers in eight Arizona counties under 18 separate water systems. The rate application filed in 
f 
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/h/dnodes/awc/azwater0206 1 9o&o 1 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

-20 

21 

22 

23 

24 

25 

26 

27 

, 28 

DOCKET NO. W-01445A-02-0619 

November 10,2003. An oral argument was held on December 8,2003. 

A. Rate Application 

According to the Company’s revised schedules, in the test year ended December 3 1, 2001, 

Anzona Water’s Eastern Group had adjusted operating income of $1,969,034 on an adjusted original 

cost rate base of $39,123,198, a 5.03 percent rate of return. Arizona Water requests a revenue 

increase of $4,303,552, for an 11 .OO percent rate of return on its proposed original cost rate base of 

$39,123,198. The Company’s request would increase revenue by approximately 26.01 percent for 

the Eastern Group. 

11. RATEBASE 

A. 

Anzona Water proposes a revised Eastern Group fair value rate base of $39,123,198 (Ex. A- 

13, at SLH-RJ2, p.1; Ex. A-19). The Company’s rate base proposal includes recommended gross and 

net plant in service of $84,722,378 and $66,477,550, respectively, for the Eastern Group (Ex. A-19). 

Although the amount of gross plant in service is no longer in dispute between the Company and Staff 

(Tr. 982-983), there continues to be disagreement regarding net plant in service due to Staffs 

Plant in Service and Post-Test Year Plant Additions 
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construction (“AIAC”) (Tr. 724-725). RUCO points out that this proceeding is unique in that the 

extension of the hearing date granted by the Commission allowed RUCO time to obtain and analyze 

the Company’s “actual” 2002 operating results (RUCO Ex. 3, at 16). Thus, unlike most rate cases 

where pro forma adjustments must be made, RUCO contends that the actual known and measurable 

information should be used. 

Arizona Water argues that RUCO’s proposal would result in a “projected” test year. 

According to the Company, RUCO’s recommendation is simply an attack on the Commission’s 

policy of including post-test year plant as long as the plant is revenue neutral (i.e., intended to 

provide service to customers existing at the end of the test year) and the plant is completed and 

policy of including post-test year plant as long as the plant is revenue neutral (i.e., intended to 

provide service to customers existing at the end of the test year) and the plant is completed and 

placed in service a reasonable time before the hearing so that the plant can be inspected and audited. 

See, e.g., Bella Vista Water Co., Decision No. 65350 (November 1, 2002); Paradise Valley Water 

Co., Decision No. 61831 (July 20, 1999); Far West Water Co., Decision No. 60437 (September 29, 

1997). The Commission also granted inclusion of 12 months of post-test year plant in Arizona 

Water’s most recent rate case involving the Company’s Northern Group systems. Decision No. 

64282 (December 28,2001), at 2-5. 

The Commission’s rules require that the test year selected by a rate applicant for determining 

rate base, operating income, and rate of return to be “the most recent practical date available prior to 

the filing.” A.A.C. R-14-2-103(A)(3)(p). However, the Commission has in the past allowed 

consideration of known and measurable post-test year data, generally for no more than 12 months 

after the end of the test year. Decision No. 64282, at 5. Although RUCO contends that adoption of 

the Company’s position would result in a mismatch (because it claims post-test year plant was 

financed with CIAC), Company witness Hubbard testified that RUCO’s contention is inaccurate (Ex. 

A-13, at 18-19). According to Ms. Hubbard, Arizona Water did not include any post-test year 

additions that constitute CIAC or AIAC and, therefore, it would be improper to accept RUCO’s 

attempt to manipulate the Company’s rate base by including post-test year CIAC, AIAC, 

accumulated depreciation, and deferred taxes, b 

post-test year plant additions (Id.; Ex. SLH-RJ6). Ms. Hubbard testified that this informat 

provided to RUCO through a data request response prior to the beginning of the hearing (Id.). 

s/Ndnodes/awc/azwater0206 190&0 4 DECISION NO. 66849 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

I 
DOCKET NO. W-01445A-02-0619 

We agree with Arizona Water that the evidence does not support RUCO’s contention that 

post-test year plant was financed by CIAC or AIAC. RUCO’s witness conceded that the so-called 

“matching principle” proposal in this case is similar to the approach advocated by RUCO in the 

Company’s Northern Group case, which was rejected by the Commission (Tr. 748-749). In this 

proceeding, Arizona Water and Staff recommend using the formula adopted by the Commission in 

prior cases whereby the historical test year is adjusted by pro forma annualization and normalization 

adjustments for known and measurable changes subsequent to the test year. Contrary to RUCO’s 

claims, we do not believe adoption of this method would result in a mismatch because the post-test 

year plant additions are revenue neutral (i.e., not funded by CIAC or AIAC). Rather, the pro forma 

adjustments related to post-test year plant additions, including appropriate adjustments for 

accumulated depreciation (see discussion below) and depreciation expense, will recognize the post- 

test year plant as if it were in service as of the end of the test year. Consistent with our treatment of 

post-test year plant in prior cases, including Arizona Water’s most recent Northern Group 

proceeding, we decline to accept RUCO’s arguments in this case. 

1. Accumulated Depreciation 

In calculating accumulated depreciation, Arizona Water uses the “half-year convention” of 

depreciation. Under this convention, plant additions during the year are assumed to be made on June 

30 or July 1, resulting in a half-year’s depreciation in the first year and alf-year’s depreciation in 

the year the plant is retired (Ex. A-1 1, at 10). This convention was approved in the Company’s last 

rate case for the Eastern Group systems (Decision No. 58120, at 5-6). In this case, Arizona Water 

followed the half-year convention on its books but seeks recovery of a full 12 months of depreciation 

for ratemaking purposes. The Company claims that this pro forma adjustment ensures proper 

matching of the amount ed to the accumulated depreciation balance and the amount of 

depreciation expense to be ered in rates (Ex. A-11, at 3 1-32). Arizona Water argues that its pro 

forma depreciation adjustments properly recognize the known and measurable change in test year 

operating expense levels that will result from additional depreciation on plant not previously included 

in test year depreciation expense. As a result, the Company contends that its pro forma depreciation 

expense adjustments and corresponding adjustments to the accumulated depreciation are identic 

s/h/dnodes/awc/azwater0206 1 9o&o 5 DECISION NO. 66849 
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According to Company witness Sheryl Hubbard, Arizona Water’s pro forma adjustment to 

slant in service for non-revenue producing post-test year plant is merely an attempt to enable the 

Zompany an opportunity to e m  a fair rate of return on investments to serve test year-end customers 

:Ex. A-12, at 6). Ms. Hubbard stated that if an additional year of depreciation is used to reduce the 

Zompany’s rate base, its ability to earn a return on the post-test year additions is diminished (Id.). 

Staffs recommendation is that the level of accumulated depreciation should be updated to the 

:nd of 2002 to reflect the addition of post-test year plant. Staff witness Ron Ludders testified that 

secause rate base is determined at a given point in time, related accounts including depreciation 

should be treated in a comparable manner (Tr. 985-987). He indicated that failure to match the plant 

md accumulated depreciation dates will result in an overstatement of plant in service. He claims that 

:he Company’s recommendation violates its half-year convention. 

Consistent with our decision in Arizona Water’s Northern Group case (Decision No. 64282), 

we agree with Staff that it is appropriate to reflect an additional year in the depreciated accumulation 

salance because the Company included an additional year of plant beyond the test year (Tr. 985-986). 

4s we stated in Decision No. 64282, “it is necessary to reconcile the accumulated depreciation with 

:he same cut-off date as was used for the post-test year plant” (Id. at 6). We agree with Staff that 

Arizona Water’s proposal would create a mismatch by measuring rate base and accumulated 

lepreciation at different points in time. Absent reconciliation between accumulated depreciation and 

.est year plant, the Company’s shareholders will realize a windfall at the expense of ratepayers. We 

will therefore adopt Staffs accumulated depreciation recommendation. 

2. Working Capital 

Arizona Water is seeking a total working capital allowance of $923,871 for its Eastern Group 

:onsisting of cash working capital, materials and supplies inventory, required bank balances, and 

xepayments and special deposits (Ex. A-14). Only the cash working capital component is disputed 

m this proceeding. The Company points out that the cash working capital component is generally 

letermined by one of three methods: 1) a leadlag study measuring the amount of time before 

:xpenses must be paid compared with the amount of time before revenues are received; 2) the 

formula method based on one-eighth of a company’s annual operating and maintenance expenses; o~ 

~lNdnodeslawclanvater0206 1908~0 6 DECISION NO. 66849 
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3) a balance sheet method which represents the difference between a utility company’s current assets 

and liabilities. 

As we stated in the Company’s Northern Group case, the leadlag methodology is generally 

more accurate than the formula method and is the appropriate method for a utility the size of Arizona 

Water (Decision No. 64282, at 7). In this proceeding, the parties do not dispute that leadlag is the 

appropriate method to be used for determining cash working capital. There remains a dispute 

between the Company and Staff regarding the proper number of lag days to be used for calculating 

the property tax component of the working capital allowance. Arizona Water and RUCO also 
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3ayment is due in March of the following year (Ex. A-13, at 7-8). Thus, the Company contends that 

.he average of 212 lag days should be utilized for determining the property tax component of working 

:spital (Ex. A-21). 

In support of its 532 lag day recommendation, Staff claims that the appropriate starting point 

is the time that Arizona Water receives its valuation notice from ADOR, rather than the date that the 

Company receives its property tax bill. According to Staff witness Ludders, Arizona Water accrues 

property taxes on its books once it receives the valuation notice from ADOR. Staff asserts that 

although the amount of tax due is not listed on the valuation notice, the property tax liability can be - 

calculated from the valuation notice. Mr. Ludders analogizes the valuation liability to a credit card 

debt that exists once an item is charged, although payments of the charges are not due at that time 

(Tr. 1012). Mr. Ludders conceded that the Commission used a 212 day lag period in the Northern 

Group case, but he claims that the Commission likely did not understand that the current ADOR 

valuation methodology was already in effect at that time (Tr. 1025-1026). Mr. Ludders also testified 

that Staffs understanding of the ADOR valuation methodology has improved based on conversations 

with ADOR since the Northern Group case was decided (Id. at 1104). 

We agree with the Company and RUCO that 212 days is the appropriate lag period for 

calculating the property tax component for cash working capital. There has not been any substantive 

change in the valuation or assessment methodology by state or county entities since the Northern 

Group proceeding where we adopted 212 lag days for this issue. As the Company points out, the 

valuation notice from ADOR is useful only for determining a value of the property for which 

property taxes are to be assessed. That valuation does not, however, obligate the Company to pay 

any specific amount at that time; nor does the valuation even indicate how much is due since that 

determination is made subsequently by the individual county in which the property is located. We 

therefore adopt 212 lag days for calculating the property tax component of working capital. 

b. Income Tax Lag Days 

Arizona Water records its federal and state income tax liability on a monthly basis, although 

the Company pays 90 percent of that income tax liability on a quarterly basis (Ex. A-13, at 20). 

RUCO claims that the Company incorrectly used an income tax lag of 2.52 days rather than 61.95 

s/h/dnodes/awc/azwater0206 1 9o&o 8 
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days. RUCO witness Coley stated that, because the Internal Revenue Service requires quarterlq 

payment of taxes rather than monthly, the Company’s monthly payment calculation should be 

increased to reflect a longer lag period (RUCO Ex. 5, at 26-27). 

Company witness Hubbard disputes RUCO’s argument. She contends that the leadlag 

methodology requires a calculation of the lead days or lag days that exist between the time an 

2xpense is recorded and the payment of such expenses. Ms. Hubbard claims that the Company’s 

:alculation of the lag associated with the payment of federal income taxes recognizes the lag reflected 

3y quarterly payment of 90 percent of the liability, as well as the lag associated with the payment of 

:he remaining ten percent of the liability made in March of the subsequent year. According to Ms. 

Hubbard, RUCO’s calculation of 61.95 days is based on the incorrect assumption that payments are 

nade annually. 

Based on Company witness Hubbard’s testimony, we will adopt 2.52 lag days for determining 

.he income tax component of cash working capital. As Ms. Hubbard explained, it appears that 

XUCO’s calculation relies on the erroneous assumption that income tax payments are made on an 

mua l  basis. Since the Company records the tax liability on a monthly basis, but pays 90 percent of 

he liability on a quarterly basis, we will adopt Arizona Water’s calculation of 2.52 lag days. 

B. 

In this proceeding, Arizona Water seeks to reduce significantly the currently authorized 

Deferred CAP M&I Capital Charges 

imortization period, from 44 years to 3 years, for 

vlunicipal and Industrial (“M&I”) capital charges. 

Zompany’s 1985 contract with the United States Bureau of Reclamation and the Central Arizona 

Kater Conservation District (“CAWCD”), Arizona Water purchases CAP water for use in its Apache 

unction system (Ex. A-1 1, at 10). At the time of the Company’s last rat 

h u p  systems (Decision No. 58120)’ Arizona Water was taking only limited del 

vater for delivery to potable water customers in Apache Junction. In that Decision, the Commission 

iuthorized Arizona Water to defer its pre-1991 CAP M&I capital charge 

148-449). Since that time, the Company began taking increased deliveries of CAP water for both 

Ms. Hubbard testified that pursu 

non-potable uses, and the C 

Wdnodes/awc/azwater0206 190&0 9 DECISION NO. 6 
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recovery in a rate case. In this case, the Company seeks recovery of $691,522 in rate base for the 

deferred CAP M&I capital charges (Ex. A-13, at Ex. SLH-RJ2, p. 1 of 9)2. 

The disputed issue raised by both Staff and RUCO is the Company’s request to recover the 

CAP M&I charges based on a 3-year amortization period, rather than the currently authorized 44-year 

period. The Company’s 3-year amortization proposal is based on the expected interval between this 

proceeding and the next rate case involving the Apache Junction system (Ex. A-11, at 12). RUCO 

recommends a 10-year amortization period based on the period of time over which Arizona Water 

has been deferring CAP M&I charges since the last rate case (RUCO Ex. 3, at 27). Staff 

recommends a 32-year amortization period based on the remaining life of the CAP contract (Tr. 

1033). According to Staff witness Ludders, the 32-year remaining life amortization is appropriate 

because it is consistent with Generally Accepted Accounting Principles (“GAAP”), because the CAP 

contract provides a future benefit to the Company and it is based on the currently authorized 

amortization period (Id. at 1033-1034). 

We believe that RUCO’s recommendation of a 10-year amortization period provides a 

reasonable resolution of this issue. As the Company points out, at the time the prior 44-year 

amortization period was approved, many providers, including Arizona Water, had not yet begun to 

take significant amounts of CAP water and no consistent policy on recovery had been developed by 

the Commission. However, the Company is now using its CAP allocation and it is reasonable to 

allow amortization over the same period in which the costs were incurred. This approach is 

consistent with our decision several years ago in Citizens Utilities Company’s (now Arizona- 

American Water Company’s) Sun City and Sun City West districts, wherein the Commission adopted 

Staffs recommendation to approve a 5-year amortization period based on the period of time over 

which the CAP M&I capital costs were deferred. Decision No. 62293 (February 1,2000), at 8. 

C. 

Based on the foregoing discussion, we adopt an adjusted OCRB for the Eastern Group of 

$35,944,611, as shown on the attached Exhibit A. Arizona Water agreed to use the OCRB as the Fair 

This amount includes $645,207 for amounts deferred since the last rate case and $46,3 15 for CAP M&I capital charges 
associated with the unamortized balance of deferred charges authorized in Decision No. 58120 (Tr. 422-423). CAP M&I 

Summary of Rate Base Adiustments 

2 

- - charges incurred on a going-forward basis would be recovered as operating expenses (Ex. A-1 1, at 15-16). 

s/h/dnodes/awc/azwater0206 190&0 10 DECISION NO. 66849 
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Value Rate Base for purposes of this proceeding. We therefore adopt $35,944,611 as the Fair Value 

Rate Base for Arizona Water’s Eastern Group. 

111. OPERATING INCOME 

The test period in this proceeding is the 12 months ended December 31, 2001. Arizona 

Water, Staff, and RUCO have analyzed the Company’s accounts for the test year and have 

recommended adjustments to the actual operating results. RUCO argues that the Commission should 

not use the Company’s proposed post-test year adjustments for either rate base, as discussed above, 

or for determining operating income expense issues. Rather, RUCO recommends using the actual 

expense levels for 2002, consistent with its argument regarding inclusion of actual data for post-test 

year plant (RUCO Ex. 5, at 27). RUCO points out that the Company was the source of the actual 

2002 expense information (Tr. 41 5). 

Ms. Hubbard contends that using 2002 unadjusted actual data “is inappropriate because there 

are (sic) no normalizing analysis performed on the numbers, no annualizing expense levels performed 

on those expense levels. No analysis of whether, like, an expense has been recorded in a wrong 

account.” (Tr. 414-415). She also testified that RUCO’s recommended expense levels are based on a 

different level of customers than were taking service at the end of the test year. Ms. Hubbard’s final 

justification for rejecting RUCO’s proposal is that the data given to RUCO has not been analyzed by 

the parties with the same level of detail that typically would occur in the context of a rate case filing 

(Id. at 415-416). 

Although we agree with RUCO that rates should reflect the most accurate information 

possible, for the reasons stated previously we believe the 

and Staff properly reconciles post-test year plant with test 

the Commission’s rules, Arizona Water is required to base its filing on an historical 

than a projected test year. It is therefore appropriate t 

revenue levels, subject to pro forma adjustments to recognize known and measurable changes to the 

test year levels (See, A.A.C. R14-2-103A.3.i.). Although the data used by RUCO to support its 

?osition was supplied by the Company through discovery requests, that information has not been 

audited by Staff and the other parties with the level of - - 

~/Ndnodes/awc/azwater0206 1 DECISION NO. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

DOCKET NO. W-O1445A-02-0619 

rate case filing. Thus, it would be inappropriate to use the raw data advocated by RUCO as the basis 

for setting rates in this proceeding. Accordingly, we will adopt the methodology proposed by the 

Company and Staff for purposes of establishing revenues and expenses. 

Adjustments made by the Company that have not been challenged by the other parties will 

not be discussed. The following contested issues remain to be resolved. 

A. Revenue Annualization 

There is no dispute that pro forma adjustments to actual test year revenues and expenses are 

necessary to account for additional customers added during the course of the test year (Ex. A-1 1 , at 

24-25). According to Ms. Hubbard, the test year average number of Eastern Group customers was 

28,636, while the end of test year customer count totaled 29,236 (Id.). Arizona Water determined the 

average revenue per customer using only the 5/8-inch metered customers because that class of 

customers comprised 98 percent of all customer growth during the test year (Ex. A-12, at 16). 

Staff claims that the Company’s proposed revenue annualization results in a mismatch 

because it measures expenses by using total expenses and measures revenue by looking only at 518 

inch residential customers (Ex. S-44, at 9-10). Although the Company corrected this mismatch error 

by also calculating expenses related only to 5/8-inch customers (Ex. A-13, at 1 l), Staff contends that 

the Company’s allocation of expenses was not based on a cost of service study and should therefore 

be disregarded (Tr. 450, 1056-1058). Mr. Ludders testified that Staffs revenue annualization 

proposal should be accepted because it does not result in a mismatch of revenue and expense 

allocations (Id. at 1056-1058). 

We believe Arizona Water’s revenue annualization proposal results in the most accurate 

reflection of revenue growth for the Eastern Group. Although Staff argues that a cost of service 

study is required to properly match revenues and expenses, the Commission has in the past accepted 

revenue annualization without such a study (See, e.g., Decision No. 64282, at 10). We agree with 

Arizona Water that Staffs recommendation, which averages revenue increases to all customer 

classes, results in an overstatement of revenue because it does not recognize that the vast majority of 

growth occurred in the 5/8-inch residential class. We therefore adopt Arizona Water’s revenue 

annualization recommendation. - - 

snl/dnodes/awc/azwater0206190&o 12 DECISION NO. 66849 
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B. 

The Commission approved purchased power and water adjustment mechanisms in the last rate 

:ase for Arizona Water’s Eastern Group (Ex. A-11, at 22). The Company currently purchases 

:lectric power from several different providers for pumping in the Eastern Group systems, and 

-ecovers those costs pursuant to a Purchased Power Adjustment Mechanism (“PPAM”) (Ex. A-12, at 

17). Arizona Water also has in place for the San Manuel and Superior systems a Purchased Water 

4djustment Mechanism (“PWAM”) under which the Company passes through purchased water costs 

Purchased Power and Purchased Water Adiustment Mechanisms 

.o customers in those systems (Tr. 453). Ms. Hubbard testified that the adjustment mechanisms allow 

.he Company to recover operating expenses that are outside of its control, and that the PPAM and 

PWAM protect both ratepayers and shareholders because they are revenue neutral to the Company 

[Ex. A-13, at 12). 

RUCO does not oppose continuation of these adjustment mechanisms. However, Staff 

recommends that both the PPAM and PWAM should be discontinued3. With respect to the PPAM, 

Staff witness Ludders testified that Arizona Water is the only water utility that still uses a PPAM and 

that such adjustors should be used only “where power costs are by far the largest single cost item and 

are highly volatile” (Ex. S-46, at 7; Tr. 1060). The PWAM applies only to the San Manuel and 

Superior systems. Mr. Ludders stated that purchased water for the Superior system is less than one- 

half of one percent of operating revenues (Tr. 1061). The San Manuel system has no wells and 

purchases all of its water from the BHP Copper Company (“BHP”) (Id. at 1062). Although Arizona 

Water has discussed buying the BHP wells, the Company has not discussed such a purchase with 

BHP recently (Tr. 84-87). 

We agree with Staff that PPAM and PWAM 

Although Arizona Water argues that such mechanis 

passing on increased costs and savings, adjustment 

the Company to obtain the lowest possible cost commodity because the costs are 

through to ratepayers. Moreover, the record does not suggest that purchased power cos 

should be discont 

ompany and ratepayers by 

provide a disincentive for 

Arizona Water also seeks approval of a Monitoring Assistance Program (“MAP”) adjustor an 3 

Recovery Mechanism (“ACRM”) adjustor (See ACRM discussion below). Staff does not oppose approval of the MAP 
and ACRM adjustment mechanisms. 

66849 s/h/dnodes/awc/azwater0206 1 9o&o 13 DECISION NO. 
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;ignificant portion of the Company’s expenses, or that electricity costs are particularly volatile. With 

mespect to purchased water expenses, the Superior system purchases only a small portion of its water 

;upply4and there is no evidence that the San Manuel system is expected to incur any significant 

ncreases or decreases in purchased water costs in the near future. Therefore, Anzona Water’s 

mrchased power and purchased water adjustment mechanisms should be discontinued. 

C. Rate Case Expense 

Arizona Water requests recovery of $329,550 for rate case expenses that the Company claims 

3re based on actual expenses it is incurring related to this proceeding (Tr. 513; Ex. A-18). Although 

the total amount is partially estimated, the Company contends that it has incurred actual rate case 

=xpenses of more than $276,000 through November 7,2003 (See Updated Data Response REL 25-2, 

Attached to Arizona Water’s Reply Brief). The largest expenditures to date are for outside legal 
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Zounsel ($182,808)’ an outside consultant to perform a cost of capital study ($68,000)’ and payroll 

overheads ($23,875) (Id.). In support of its proposal, Arizona Water contends that rate cases are 

much more complex than they were in prior years and that the Company’s in-house counsel has many 

other duties that do not permit him to litigate rate cases (Tr. 305). 

Staff argues that Arizona Water’s rate case expense is exorbitant and should be reduced. Staff 

points out that the estimated rate case expense has increased steadily over the course of this case and 

that rate case expense in the Company’s 1990 rate case was only $52,053 (Tr. 1048). Staff claims 

that Arizona Water has failed to justify its heavy use of outside attorneys and consultants, compared 

to the prior case where those functions were performed by in-house personnel. Staff also notes that 

rate case expense for the Northern Group case was only $217,000 (Tr. 463). 

RUCO argues on brief that it did not oppose the Company’s original rate case expense 

estimate of $257,550, but now opposes the increased estimate of costs. RUCO opposes allowing the 

Company to continue to update its rate case expenses because it believes such a policy would 

encourage abuse and saddle ratepayers with unreasonable expenditures. 

Although we do not believe it is unreasonable for Arizona Water to retain outside c 

- - The Superior system is expected to be physically interconnected to the Apache Junction system within two years. 
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onsultants to prepare and litigate its rate case filings, at some point the costs associated with 

etaining those services must be mitigated. Staff points out that the Company’s 1990 rate case for all 

if its systems was prepared exclusively by in-house personnel at a cost of just over $50,000. 

ilthough that case was considered a number of years ago, the current estimate of more than $329,000 

’ar exceeds the prior amount. A more analogous case is the recent Northern Group proceeding in 

vhich the Commission approved rate case expense in the amount of $217,000 (Decision No. 64282, 

it 16). As a justification of the higher costs in this case, the Company claims that the instant 

Iroceeding involves eight separate systems, while the Northern Group case addressed only five 

iystems. However, the number of systems does not justify the magnitude of increased expenses 

;ought by Arizona Water. Moreover, the extension of the hearing date and concomitant increase in 

2rizona Water’s rate case expenses, were due to the Company’s decision to request inclusion of post- 

est year plant. 

Based on our review of the complexity of this proceeding, the number of systems involved in 

he Eastern Group rate request, and a comparison of other cases, we believe that rate case expense in 

.he amount of $250,000 is reasonable for this proceeding. Consistent with the Northern Group case, 
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;hould be based on the annual depreciation associated with the individual plant accounts that include 

Zontributed plant, in order to match the CIAC amortization rate to the depreciation rates for those 

specific plant accounts (Ex. A-12, at 27). 

We agree with Arizona Water that consistency with the move to individual component 

Iepreciation rates requires consideration of the individual plant accounts that include contributed 

plant (i. e., transmission and distribution mains, fire sprinkler caps, services, meters, and hydrants). 

Based on consideration of the depreciation rates these individual plant accounts results in an Eastern 

Group composite CIAC amortization rate of 2.00 percent (Ex. A-12, at 27; Ex. S-55). The 

Company’s recommendation for CIAC amortization shall be adopted. 

E. Statement of Operating Income 

In accordance with the foregoing discussion, Arizona Water’s Eastern Group adjusted test 

year operating income is $2,168,324. The adjusted test yeas operating income by system and Eastern 

Group total is shown on the attached Exhibit B. 

IV. RATE OF RETURN 

Cost of capital analyses were presented in this case by Arizona Water, Staff, and RUCO for 

purposes of determining a fair value rate of return in this proceeding. Arizona Water’s witness, Dr. 

Thomas Zepp, determined an overall cost of capital of 11.0 percent. As a result of the analysis of 

Staff witness Joel Reiker, Staff concluded that an overall rate of return of 8.6 percent is reasonable. 

RUCO presented testimony by William Rigsby who advocated an overall cost of capital of 8.68 

percent. 

A. Capital Structure and Cost of Debt 

1. Capital Structure 

There is virtually no disagreement between the parties concerning Arizona Water’s capital 

structure. The Company, Staff, and RUCO agree that Arrzona Water’s capital structure as of 

December 31, 2001 should be used (Ex. A-17, at 9; Ex. S-38, at 3-4; RUCO Ex. 4, at 37-38). That 

capital structure is comprised of 5.62 percent short-term debt, 28.24 percent long-term debt, and 

66.14 percent common equity (Id.). 

- - 
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2. Long-Term Debt 

The parties also agree that Arizona Water’s cost of long-term debt should be set at 8.46 

ercent. Accordingly, the long-term debt rate shall be set at 8.46 percent (Id.). 

3. Short-Term Debt 

Although the parties are in agreement on the capital structure and long-term debt, they 

isagree regarding Arizona Water’s short-term debt rate. The Company borrows short-term funds 

nder an agreement with Bank of America at prime minus .25 percent. As of January 1, 2003, the - 

lank reference rate was 4.25 percent. Therefore, Staff contends that the short-term rate should be set 

.t 4.00 percent to reflect actual short-term loan agreements between Arizona Water and Bank of 

her ica  (Ex. S-38, at 3-5). RUCO witness William Rigsby agrees with Staffs recommendation to 

et the short-term debt rate at 4.00 percent (RUCO Ex. 4, at 36-37). 

Arizona Water argues that the short-term debt rate should be set at 5.548 percent based on a 

!4-month average fiom January 2001 through December 2002. The Company contends 

e m  debt costs are variable and the debt rate set in this proceeding should reflect the volatile nature 

)f those rates (Ex. A-17, at 8-9). 

We agree with Staff and RUCO that the short-term debt rate should be set to reflect the 

:urrent agreement between Arizona Water and Bank of America. Since that agreement results in a 

ihort-term debt rate of 4.00 percent, as of January 1, 2003, we will adopt that rate for purposes oi 

ietermining Arizona Water’s cost of capital in this case. 

B. Cost of Equity 

Although the cost of debt and preferred stock can be determined from fixed cost rates, the cos1 

=signed to the equity component of the capital structure can only be estimated. The cost of equitj 

recommendations advocated by the parties are 12.4 percent by Arizona Water, 9.0 percent by Staff 

md 9.18 percent by RUCO. 

In determining its recommended cost rate for common equity, the Company’s cost of capita 

consultant, Dr. Zepp, used the discounted cash flow (“DCF”) model, several risk premium models 

and the capital asset pricing model (“CAPM’) to estimate benchmark equity cost with data fo 

raded water and gas . Arizona Water also presented testimon 
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he President of the Arizona Utility Investors Association (“AUIA”). Mr. Meek did not perfom an 

ndependent cost of capital analysis, but testified that, in his opinion, Staffs recommendation ignores 

he realities of investor expectations (Ex. A-8, at 2-4). Finally, Company witness Ralph Kennedy 

estified regarding risks that are unique to Arizona Water that affect its cost of capital requirement. 

Llr. Kennedy discussed the difficulties experienced by Arizona Water in 2001 in placing its Series K 

ionds, federal arsenic removal requirements facing the Company, and the inability of the Company 

o obtain long-term financing on terms that are comparable to publicly traded companies with Baa or 

iigher credit ratings (Ex. A-15, at 25-27). 

Dr. Zepp found the current equity cost for his benchmark utilities to be in the range of 10.6 

3ercent to 10.8 percent, based on his application of the DCF model and an average of two fonvard- 

looking measures. His analysis included a “restatement” of Mr. Reiker’s DCF estimates based on the 

:onstant growth model. Dr. Zepp testified that Staffs DCF analysis is flawed because it uses 

iividends per share (“DPS”) which, according Dr. Zepp, is the worst measure of average future 

growth when earnings per share (“EPS”) are growing more rapidly (Ex. A-5, at 53-56). The 

Company’s restatement of Staffs DCF was conducted by including a second stage that Dr. Zepp 

claims reflects investors’ expectations that future growth will be higher than current DPS when DPS 

are growing at a slower rate than EPS (Id. at 57-59). Based on this restatement of Staffs multi-stage 

DCF model, the equity cost for the sample companies was calculated to be 10.1 percent (Id. at 59, 

Tables 6 and 7). Dr. Zepp also performed a restatement of RUCO witness Rigsby’s DCF analysis. 

The Company’s restatement of RUCO’s analysis resulted in a cost of equity for the benchmark water 

companies in the range of 9.6 to 11.1 percent (Id. at 61-63). 

Dr. Zepp performed three different risk premium analyses with cost of equity results in a 

range of 10.3 to 11.2 percent. According to Dr. Zepp, the CAPM analyses conducted by Staff and 

RUCO failed to include separate risk premium estimates. Dr. Zepp favors a “zero-beta” CAPM 

model which produces results showing that low beta stocks like water utilities require higher returns 

(Ex. A-5, at 44-49). Dr. Zepp performed a restatement of the CAPM analyses of both Staff and 

RUCO using forecasted values for long-term Treasury bonds. Based on his recalculation, Dr. Zepp 

found the cost of equity for the benchmark companies to be in the range of 9.8 to 11.3 percent (Id. at 

sPnldnodeslawclazwater0206 1 9o&o 18 DECISION NO. 66849 

t 



1 

2 

6 

7 

8 

9 

10 

12 

13 

14 

15 

16 

17 

18 

19 

20 

28 

DOCKET NO. W-01445A-02-0619 

50-52). 

Aside from the technical analysis of the Staff and RUCO recommendations, Arizona Water 

claims that those analyses are inconsistent with recent authorized returns on common equity, realized 

returns on common equity, and Value Line forecasted returns on equity. Dr. Zepp prepared a rebuttal 

schedule containing the authorized, realized, and forecasted returns based on Staffs sample group of 

publicly traded water utilities, except for two companies Dr. Zepp claims were acquisition targets 

based on their rapid stock price increases. His table shows average authorized returns from 2001 

through 2003 of 10.69 percent, realized returns of 10.48 percent, and forecasted returns of 10.83 

percent (Ex. A-5, Rebuttal Table 1). Arizona Water argues that these results show that the Staff and 

RUCO cost of equity estimates of 9.2 percent and 9.18 percent, respectively, are not consistent with 

investor expectations. The Company contends that the results produced by Dr. Zepp's models reflect 

more accurately the actual and forecasted cost of equity performances for comparably situated water 

companies. 

Dr. Zepp also testified that, in order to establish a fair rate of return for Arizona Water, 100 to 

150 basis points must be added to the Company's cost of equity estimates to account for the 

additional risk associated with investing in Arizona Water (Ex. A-4, at 13-23; Ex. A-5, at 24-42). 

Arizona Water asserts that an additional risk premium is required to compensate the Company for its 

small size and due to its claim that the rate-setting system in Arizona, which employs an historical 

test year, makes it difficult to match expected revenues with expected plant investment. The 

Company also contends that investment risk is heightened by the capital and operating costs it is 

expected to incur due to arsenic treatment requirements. Arizona Water argues that, in accordance 

with the fair and adequate rate of return requirements under decisions such as Federal Power 

Comm 'n v. Hope Natural Gas Co., 320 U.S. 591, (1944); Bluefield Waterworks & Improvement Co. 

v. Public Sew. Comm 'n of West Virginia, 262 U.S. 679 (1923); and Duquesne Light Co. v. Ba 

488 U.S. 299 (1989), the Commission must recognize that the cost of equity recommendations 

forth by Staff and RUCO would fail to adequately compensate the Company 

return on its investment. 

both DCF and CAPM analyses in arriving at it 

66849 
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recommendation. Mr. Reiker stated that, because Arizona Water’s stock is not publicly traded, six 

publicly traded water companies and 10 gas companies were used as proxies (Ex. S-38, at 9). In his 

analysis, Mr. Reiker applied the DCF constant growth and non-constant, or multi-stage, growth 

models to the sample companies (Id. at 11). Mr. Reiker explained that the DCF method is based on 

the theory that the market price of a stock is equal to the present value of all future dividends. In 

applying the DCF model, the following three variables are required: 1) the expected annual dividend; 

2) the current stock price; and 3) the expected infinite annual growth rate of dividends (Id.). 

With respect to establishing the stock price component, Staff used a spot price because it 

contends the spot price reflects investor expectations of future returns and is the best indicator of 

those expectations (Id. at 12). Staff cites a recent Commission Decision in BZackMountain Gas Co., 

Decision No. 64727 (April 17, 2002) to support its proposal that the Commission should adopt spot 

price as the basis for determining cost of equity. 

In its growth variable analysis, Staff examined historical and projected growth in dividends 

per share, growth in earnings per share, and intrinsic growth. For the proxy companies, Staffs 

analysis produced average historical growth of 2.5 percent; projected growth over the next five years 

of 2.0 percent; historical earnings per share of 3.2 percent; and an intrinsic growth rate of 7.8 percent 

(Id. at 12-13, Scheds. JMR-2, JMR-3). Staffs analysis produced an equity cost estimate under the 

constant-growth DCF model of 8.5 percent (Id. at 19). The multi-stage DCF model considers 

investor expectations for near-term growth (Stage 1) and long-term constant growth (Stage 2). The 

cost of equity result of Staffs multi-stage DCF analysis is 9.6 percent (Id. at 20, Sched. JMR-6). 

Mr. Reiker testified that the CAPM model provides a measure of the expected return on an 

investment. The CAPM requires the input of variables to determine an estimate of a company’s 

equity cost. The variables that are input into the model are the risk-free rate, the expected return on 

the market, the risk variable (or “beta”), and the expected market risk premium (Ex. S-38, at 21-22). 

Staffs risk-free rate estimate is based on the average of intermediate-term U.S. Treasury securities 

spot rates, and the beta was derived from the average of the Value Line betas for the six proxy water 

utilities. The average beta for the six proxy companies is .59 (Id. at Sched. JMR-5). Mr. Rei 

stated that the expected market ri premium represents the additional return an invest 
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investing in an average or higher risk security over the expected return on a risk-free security. Staffs 

historical market risk premium analysis produced a rate of 7.4 percent, while its current market risk 

premium analysis resulted in a rate of 13.1 percent (Id. at 23-24). Staffs CAPM analysis results in 

an equity cost estimate for Arizona Water of 9.4 percent (Id. at Sched. JMR-7). 

Staffs overall cost of equity recommendation was determined by averaging the results of its 

constant growth and multi-stage DCF analysis, which produces a result of 9.0 percent. Next, Staff 

averaged the results of its historical and current market risk premium CAPM analysis, with a result of 

9.4 percent. The DCF and CAPM results were then averaged to produce a final estimate of 9.2 

percent (Id. at 25, Table 7). However, Staff also took into account the fact that Arizona Water’s 

capital structure consists of approximately 70 percent equity, which Staff believes represents lower 

financial risk compared to its proxy water companies which had an average common equity 

component ofjust under 50 percent (Id. at Sched. JMR-1). 

Staff also averaged the DCF and CAPM results for the proxy gas companies, which resulted 

in an equity cost estimate of 10.3 percent for those companies. Staff claims that the sample gas 

companies are more risky than the sample water companies, as evidenced by average betas of .59 and 

.69 for the water and gas companies, respectively. Staff claims that, because the equity cost for the 

sample gas companies is approximately 100 basis points higher than the water companies, a 

downward adjustment must be made to reflect the cost of equity for a water company such as Arizona 

Water. Therefore, Staff adjusted the results of its DCF and CAPM analyses downward from 9.2 

percent to 9.0 percent. 

RUCO witness Rigsby recommends a rate of return of 8.68 percent based on a cost of 

common equity calculation of 9.18 percent (RUCO Ex. 4, at 22). Mr. Rigsby’s cost of equity 

recommendation was determined based on a DCF analysis that produced the 9.18 percent result for 

Arizona Water (Id.). Mr. Rigsby also performed a CAPM analysis which duced results ranging 

from 6.79 percent to 8.06 percent (Id. at 27). RUCO claims that Mr. y’s analysis properly 

considers the current environment of low inflation and low interest es in which Arizona Water is 

operating. Mr. Rigsby also contends that his recommendation takes into account 

Company’s capital structure is heavily weighted with equity, compared to the 
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companies used in RUCO’s analyses, thus reducing the risk associated with investing in Arizona 

Water (Id. at 32-39). RUCO argues that the Company’s cost of capital recommendation fails to 

recognize Arizona Water’s lower risk. 

recommendation be adopted for purposes of setting rates in this proceeding. 

RUCO requests that its proposed cost of capital 

We agree that Staffs analysis represents a fair and reasonable estimate of Arizona Water’s 

cost of equity for purposes of this proceeding. As described above, Staff calculated an estimated 

equity cost of 9.2 percent by taking an average of two DCF models (constant growth and multi-stage) 

and the CAPM model. Although Arizona Water’s witnesses are critical of Staffs analysis, we 

believe the Company’s recommendation has several flaws. 

First, Arizona Water’s infinite growth DCF model averaged the near-term growth forecast for 

the entire water utility industry rather than an average of near-term growth forecasts. As Mr. Reiker 

pointed out, including the entire industry creates a mismatch between the expected dividend growth 

rate and the expected dividend yield, thereby producing a less accurate cost of equity estimation (Ex. 

S-38, at 38). We also agree with Staffs witness that the Company’s exclusive reliance on analyst 

forecasts erroneously assumes that investors rely only on near-term earnings and sustainable growth 

without considering past earnings. Reliance solely on analyst projections tends to result in inflated 

growth projections without considering DPS and past EPS growth, information that even Dr. Zepp 

has acknowledged should be considered in determining estimated growth (Id. at 44-45). We believe 

that Staffs multiple component DCF analysis properly recognizes that investors expect both non- 

constant short-term growth as well as long-term constant growth. 

With respect to the competing “risk premium” analyses, we believe Staffs CAPM model 

properly takes into account risk for purposes of estimating equity costs. Mr. Reiker stated that 

Arizona Water’s reliance on forecasted Baa bond rates is less reliable because such bond forecasts 

have historically been inaccurate. Thus, according to Staff, the accuracy of the Company’s risk 

premium analysis is suspect. We agree with Staff that assessing the risk premium based on corporate 

bond yields is inappropriate because the default risk for corporate bonds can change significantly 

over time (Ex. S-38, at 46-49). We believe Staffs CAPM analysis, which includes a risk variable, is 

a reasonable means of estimating Arizona Water’s cost of equity in this case and is preferable to the 
- - 

s/h/dnodes/awc/azwater0206 1908~0 22 DECISION NO. 66849 



1 

2 

3 

4 

10 

11 

12 

13 

16 

17 

18 

19 

20 

21 

22 

23 

DOCKET NO. W-01445A-02-0619 

2ompany’s proposed risk premium recommendation. 

However, we part company with Staffs recommendation with respect to the necessity for a 

iownward adjustment to cost of equity. As described above, Staff and RUCO argue that Arizona 

Vater is less risky than the group of sample companies that were used for purposes of determining 

heir cost of capital recommendations. As a result, Staff argues that the product of its average of the 

3CF and CAPM models (9.2 percent) should be reduced to 9.0 percent to recognize the lesser risk 

issociated with investing in Arizona Water. On the other hand, the Company proposes an upward - 

idjustment of 100 to 150 basis points to recognize what it asserts are increased risks. As indicated 

ibove, the risk factors alleged by the Company include its relatively small size compared to the proxy 

:ompanies, the use of an historical test year in Arizona, difficulty placing its bonds, and federal 

xsenic removal requirements. 

Based on our review of the entirety of the record, we do not believe that the risk factors 

jescribed by Staff, RUCO, and the Company support a finding that a risk adjustment, either upward 

3r downward, is necessary in this proceeding. The Company’s approximately 70 percent equity 

position, as well as the lower betas of the sample water companies compared to the sample gas 

companies, may justify consideration of an adjustment. However, even if Arizona Water is slightly 

Less risky than the proxy companies as a whole, we do not agree that Staffs proposed downward 

adjustment is appropriate. Nor do we believe that an upward adjustment is required. Although the 

Company cited its difficulty in placing its corporate bonds in 2001, $15 million of general mortgage 

bonds were ultimately issued. Regarding Arizona Water’s size, Staff points out that the Commission 

has in the past rejected such arguments, and at least one study supports rejection of allowing a risk 

premium based on a company’s smaller size (Ex. S-38, at 59-64). Concerning the 

historical test year argument, there is no precedent for recognizing a risk adjustment because the law 

requires an historical test year. Indeed, we have allowed Arizona Water in this case to inc 

test year plant in rate base for a full 12 months following the test year. Moreover, it is the 

that controls the timing of its rate application and the test year. Finally, the risks associated with 

arsenic treatment costs have been mitigated by the Commission’s approv 

Group case (See ACRM discussion below), and in this proceeding, of an 
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mechanism that enables the Company to seek expedited approval of capital costs and a significant 

portion of operating costs associated with arsenic treatment for its affected systems. Given all of 

these factors, we will not adopt any specific risk adjustments to the 9.2 percent cost of equity 

determined by Staffs analysis. 

C. Cost of Capital Summary 

Weighted Cost Percentage 

Short-Term Debt 5.6% 4.0% 0.22% 

Long-Term Debt 28.2% 8.46% 2.39% 

Common Equity 66.2% 9.2% 6.09% 

Cost of Capital 8.7% 

V. AUTHORIZED INCREASE 

Multiplying the Eastern Group’s fair value rate base by the fair value rate of return produces a 

required operating income of $3,127,181 on a total company basis. This is $958,854 more than the 

adjusted test year income under existing rates. The required increase in gross annual revenues for the 

Eastern Group is $1,564,803, or 10.68 percent, as shown on the attached Exhibit C. 

VI. RATE DESIGN 

A. 

Under Arizona Water’s current rate structure customer classes and the monthly minimum 

charges are determined by meter size. The monthly minimum for all customer classes includes 1,000 

gallons with a single commodity rate applied to all usage. Under the Company’s proposed rate 

design, the 1,000 gallons of ‘‘free” water in the monthly minimum was eliminated and each of the 

eight systems’ existing meter multiples5 were moved half way toward the actual meter multiples (Ex. 

Staffs Proposed Inverted Tier Rate Design 

A-16, at 15-16). Arizona Water points out that its proposed rate design in this proceeding follows the 

same principles as the design that was approved in Decision No. 64282 for the Company’s Northern 

Group. 

“Meter multiples” is a rate design concept whereby the monthly minimum charge for each meter s e is established by 
first establishing the appropriate charge for the smallest meter size and multiplying that minimum charge by a factor 
ippropriate for each larger meter size (See, e.g., Decision No. 64282, at 23).  - - 
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Staffs proposed rate design consists of inverted tier rate blocks whereby the commodity rate 

would increase through three tiers of rates as usage increases. Staffs rate blocks are structured so 

that the first tier (0 to 3,000 gallons) is priced 20 percent less than the second tier (3,001 to 50,000 

gallons) and the third tier (over 50,000 gallons) is priced 20 percent higher than the second block (Ex. 

S-40, at 2-9). Staff claims that its proposed 20 percent first tier “discount” rate structure provides a 

“lifeline7’ concept that allows for a minimum volume of water usage for basic needs (Tr. 934-935, 

941). Staff believes the 20 percent third tier “premium” rate will send a price signal to heavy users to 

reflect the extra costs they impose on the system (Tr. 896). Staff witness John Thornton testified that 

Staffs rate design is based on a marginal pricing concept that provides “a more efficient rate 

structure that results in conservation of resources in the provision of water” (Id. at 883). Staff 

concedes that the third block would subsidize the other blocks on an embedded cost basis, although 

Staff has not quantified that subsidy (Id. at 884). According to Staff, a number o f  other water 

companies in the state use inverted block rates, including Arizona-American Water Company. Staff 

argues on brief that its rate design will send a price signal that is likely to result in conservation in the 

long run. However, Mr. Thornton admitted on cross-examination that any conservation price signals 

would apply only to usage over 50,000 gallons per month, thereby eliminating any conservation goals 

directed to smaller customers, including residential customers (Tr. 939). 

Arizona Water argues that Staffs rate design recommendation deviates from basic cost of 

service principles and ignores the rate design approved in the last rate case for the Eastern Group 

zustomers (Decision No. 58120) and in the Company’s Northern Group case (Decision No 

The Company contends that Staffs proposal does not encourage conservation and 

subsidies for usage in the first tier without sending any appropriate price signals. Arizona Water 

ssserts that Staffs proposed rate design is not based on a cost of service study and that 

recovery of a substantial portion of the revenue requir nt from the monthly mi 

zommodity rate with no supporting evidence. The Company also contends that Staffs 

“lifeline” rate is inconsistent with lifeline rates described in publications of the 

Works Association which limit such rates to: low income residential customers; 

portion of customers in the area are unable afford water service; and where water conserv 
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not a concern (because discounted rates may actually cause increased water usage) (Ex. A-28, at 10- 

13). Arizona Water argues that Staffs rate design is inequitable and will promote economic 

inefficiencies. 

We agree with Arizona Water that the justification provided by Staff does not support its 

recommended rate structure in this proceeding. Staff points out that inverted tier rate designs have 

been adopted in a number of prior cases as a means of encouraging customers to conserve water. 

Although we agree with Staff that conservation of water is a desirable goal, its own witness testified 

that no conservation price signals would be received by customers until usage reached more than 

50,000 gallons. As a result, Staffs recommendation in this case is clearly distinguishable from the 

type of inverted block structures approved by the Commission in other cases. 

Staffs proposed rate design is also inconsistent with the type of block structures in place in a 

number of cities in Arizona, as evidenced by a number of exhibits introduced by Staff at the hearing 

(Exs. S-5, S-6, S-7, S-8, and S-9). These rate schedules show that the rates in effect for the cities of 

Phoenix, Tucson, Scottsdale, Mesa, and in the Sun City area do not follow the type of design 

advocated by Staff in this proceeding but, rather, indicate that the rates include increasing minimum 

rates based on larger meter sizes or have second tier blocks that are substantially different than those 

recommended by Staff (e.g., 8,000 gallons for Sun City, 12,000 gallons for Mesa, and 15,000 gallons 

for Tucson Residential). Thus, average residential customers in those areas may be incented to 

reduce consumption by being presented with price signals that provide more attainable targets. We 

do not believe that Staffs proposal fits within the type of rate design structures that have been 

adopted by the Commission in prior cases or in the other jurisdictions cited by Staff. Accordingly, 

we decline to adopt Staffs proposed inverted tier rate design in this proceeding. 

Although we are rejecting Staffs proposed rate design, we believe that an alternative inverted 

tier rate structure is a valid tool for promoting conservation by sending appropriate price signals to 

heavier users. Similar inverted block structures have been approved in a number of 

we believe it is reasonable to adopt such a rate design in this proceeding. Therefor 

following inverted tier rate structure for Arizona Water’s Eastern Group: first tier - 0 to 10,000 

gallons per month; second tier - 10,001 to 25,000 gallons per month; th 
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per month. 

B. 

Arizona Water is requesting that the Eastern Group’s Apache Junction and Superior systems 

be consolidated in this proceeding for rate making and accounting purposes. Under the Company’s 

proposal, uniform monthly minimum charges would be established for both systems in this 

proceeding, with each system retaining its own commodity rate. In the next rate proceeding, full 

consolidation of the systems would occur (Ex. A-15, at 11-12). 

Consolidation of Apache Junction and Superior Systems 

Company witness Kennedy explained that the Apache Junction and Superior systems are 

facing substantial rate increases due to the costs associated with arsenic removal. For the Apache 

Junction system, capital costs alone are expected to reach $8.8 million, which represents 

approximately 36 percent of that system’s adjusted original cost rate base. The impact of arsenic 

removal is even more severe for the Superior system, with estimated capital costs of $1.7 million, or 

63 percent of the system’s rate base. Both systems would also incur significant additional costs 

related to arsenic removal operating costs (Id.). 

Because the Superior system (1,288 customers) is significantly smaller than the Apache 

Junction system (1 6,093 customers), and the Superior system’s current rates ($18.13 residential 

minimum charge and $4.06 per 1,000 gallons) are much higher than the Apache Junction rates 

($12.43 residential minimum and $2.569 per 1,000 gallons), Arizona Water argues that absent 

consolidation, the differences in rates between the two systems will become even more pronounced 

($12.43 residential minimum and $2.569 per 1,000 gallons), Arizona Water argues that absent 

consolidation, the differences in rates between the two systems will become even more pronounced 

as a result of this proceeding. Mr. Kennedy testified that without consolidation of the Superior and 

Apache Junction rates in this case, future consolidation will be more difficult, especially when the 

impact of arsenic treatment is added to rates (Ex. A-17, at 7; and RJK-RJ5). The Company 

that the Superior and Apache Junction systems are expected to be interconnected within 

which distinguishes the proposal in this case from prior proceedings in which the Commission has 

declined to approve consolidation proposals. Under the Company’s proposed revenue requirements, 

without consolidation the Apache Junction system rates would increase by more than 16 percent, 

while the Superior system revenue requirement would increase by more than 70 

without adding arsenic removal costs (Id.). 
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RUCO and Staff oppose consolidation of the Superior and Apache Junction systems based on 

he premise that individual system rates should reflect their specific system costs (RUCO Ex. R-3, at 

43-46; RUCO Ex. R-2, at 21-24; Ex. S-44, at 34; Ex. S-51, at 11-12; Tr. 525-530). Staff and RUCO 

xgue that until physical interconnection of the systems is completed, allowing consolidation would 

*esult in subsidization of Superior system customers by Apache Junction customers. Staff and RUCO 

:ite to prior decisions in which the Commission has recognized the concept that system rates should 

reflect individual system costs (Decision No. 58120, at 33-34; Decision No. 64282, at 20-21; 

Decision No. 66400, at 11-13). 

We agree with Arizona Water that the Superior and Apache Junction systems should be 

consolidated for purposes of rate making and accounting under the Company’s proposed two-step 

consolidation process. Although Staff and RUCO point out that the Company’s Northern Group 

consolidation recommendation was recently denied, the request in this proceeding is distinguishable. 

First, unlike the situation in the Northern Group case, the Superior and Apache Junction systems are 

already contiguous (Ex. A-9, at 10). Further, the backbone transmission facilities needed to serve a 

development approximately four miles from the Superior system well fields are already under 

construction, and full interconnection with Superior will be completed in less than two years (Ex. A- 

10, at 4-5; Ex. A-17, at 7). Thus, the interconnection of systems is not speculative but is imminent. 

Given these differences from the Northern Group proceeding, we believe it is appropriate to 

allow the first step of consolidation at this time in order to recognize the interconnection of the 

systems and to minimize the “rate shock” that may otherwise be experienced by customers in the 

Superior system. Consolidation is even more critical to offset the significant rate increases that will 

be experienced once arsenic treatment costs are imposed on Arizona Water’s customers. According 

to Mr. Kennedy, arsenic treatment capital costs are estimated to be approximately $573 per customer 

in the Apache Junction system and $1,309 per customer in the Superior system (Ex. A-17, at 7) 

Absent consolidation, this impact will be exacerbated by the depressed economic conditions in t h e  

Superior area where customer growth has actually declined in recent years (Id. at 6). 

With respect to Staff and RUCO’s arguments that consolidation will result in inter-system 

subsidies, we note that consolidation of individual Arizona Water systems is not without precedent - - 
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In fact, Arizona Water has in the past been permitted to consolidate a number of systems that are not 

physically interconnected (e.g., River Valley and Rimrock, Arizona City and Casa Grande, Forest 

Towne and Overgaard, Valley Vista and Sedona, and Tierra Grande and Casa Grande) (Ex. A-17, at 

5). In this proceeding, the fact that interconnection of the Superior and Apache Junction systems will 

be completed within two years, the further widening of the base rate disparity between the systems 

absent consolidation, and the significant additional rate impact in the near future associated with 

arsenic removal costs, justifies implementing the first step of consolidation in this proceeding as 

proposed by Arizona Water. Accordingly, the Company’s rate consolidation recommendation is 

adopted. 

VII. OTHER ISSUES 

A. 

Staff proposed that Arizona Water be required to audit its water losses for systems in the 

Eastern Group with greater than 10 percent water loss, and file a plan for reducing such losses where 

it is feasible to do so (Ex. S-52, at 4-6). Staff contends that its proposal is not burdensome because 

the Company already produces internal water loss reports that could be used as a starting point for the 

reporting requirements recommended by Staff (Tr. 90-9 1). 

Staffs Proposed Water Loss Plan 

Arizona Water claims that Staff has not established that the Company has a water loss 

problem because Staffs loss calculations are based on “unsold” water rather than “lost” water (Tr. 

324, 1128-1 129; Ex. A-2, at 24). According to the Company, unsold water is the difference between 

water produced and received, and water sold to customers. Unsold water includes water used for a 

lumber of purposes including for operational and maintenance needs, as well as overflowing water 

storage tanks, flushing water distribution systems, and fire suppression (Ex. A-2, at 24-25). By 

Zontrast, lost water represents quantities that the Company cannot account for (Tr. 324). Arizona 

Water opposes Staffs recommendation because of the Company’s claim that Sta ot identified 

my harm to ratepayers that needs to be remedied, and because th 

-eporting requirements constitute unnecessary micro-management of the 

We do not believe that Staffs, proposed audit and reporting req 

indue burden on Arizona Water’s operations. Although the Compan 
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system water losses, whether the water is “unsold” or “unaccounted for” should not be the deciding 

factor in assessing the need for monitoring of water that is pumped but not ultimately paid for by the 

Company’s customers. Staffs recommendation does not require any specific remedy for 

unaccounted for water but, instead, simply requires the Company to report systems that exceed the 10 

percent loss limit and to propose cost-effective solutions for reducing such losses. We believe Staffs 

recommendation will enable Staff to monitor Arizona Water’s unaccounted for water while allowing 

the Company sufficient flexibility to resolve water loss situations that require a remedy. Staffs 

recommendation is therefore adopted. 

B. NP-260 Tariff 

Arizona Water has a NP-260 Non-Potable Central Arizona Project Water Tariff (“NP-260 

Tariff ’) that is designed to pass through to non-potable customers all costs associated with providing 

non-potable water service plus amounts for administration. Company witness Kennedy testified that 

the NP-260 Tariff is designed to be as income neutral as possible while avoiding passing costs onto 

potable customers (Ex. A-16, at 28). 

Staff recommends that Arizona Water amend its Np-260 Tariff as follows: eliminate the fixed 

meter charge; eliminate the depreciation charge; indemnify customers from maintenance, repair or 

replacement charges when the damage to CAP facilities is the result of the Company’s error; require 

the customer to be responsible for repair or replacement of the meter; and include fixed-dollar 

administrative charges representative of the Company’s actual costs (Ex. S-5 1, at 16-17). Staff 

claims that these changes are necessary to address problems that were identified in a formal 

complaint filed in SLV Properties v. Arizona Water Co., Decision No. 65755 (March 20,2003). 

Arizona Water contends that the Decision cited by Staff does not support the proposed 

recommendation. According to the Company, the NP-260 Tariff maintenance fees and related 

charges were found reasonable in Decision No. 65755 and there is no reason to change the tariff in 

this case. 

We agree with Staffs recommended changes to the NP-260 Tariff. In Decision No. 65755, 

we directed Staff to “review the Np-260 Tariff’ in the instant proceeding and “recommend changes 

or revisions as required.” The Company does not dispute that the depreciation charge should be - - 
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eliminated from the tariff. However, as Mr. Hammon indicates, there is no valid basis to find that thc 

current fixed monthly meter charge of more than $363 is relevant to the fixed costs of the CA€ 

delivery system (Ex. S-5 1, at 15). The CAP fixed costs are already recovered through the CAWCC 

capital charges which are passed on to customers with a percentage fee for administration collected 

by Arizona Water. We also agree that the NP-260 Tariff does not adequately define customer rights. 

especially for unusual maintenance situations (e.g., lightning strikes). Under the current tariff 

Arizona Water has no real incentive to protect the equipment that is owned and controlled by the 

Company, but for which the customer bears maintenance responsibility (Id. at 16). We find that 

Staff’s proposed changes to the NP-260 Tariff are reasonable and shall be adopted. 

C. 

Arizona Water is requesting approval in this proceeding of an arsenic cost recovery 

nechanism (“ACRM”) that would allow the Company to recover arsenic treatment capital costs and 

:ertain “recoverable” operation and maintenance (“O&M’) costs. The Company’s proposal is based 

in the ACRM approved recently for Arizona Water’s Northern Group in Decision No. 66400. 

kizona Water projects arsenic treatment capital costs for the Eastern Group will exceed $12 million 

md that annual O&M costs for the affected Eastern Group systems (Apache Junction, Superior, and 

3an Manuel) will cost more than $2.6 million (Ex. A-1, at 9; Ex. A-15, at 7-8). 

Arsenic Treatment Cost Recovery Mechanism 

Neither Staff nor RUCO filed testimony opposing the Company’s ACRM recommendation. 

3ven the lack of opposition to the proposed ACRM, and considering that the Company’s proposal is 

jased on the recently approved ACRM for the Northern Group, we will approve the ACRM 

ecommendation for the Eastern Group in this proceeding. 

D. 

Staff recommended that Arizona Water be directed to file a curtailment tariff 

Curtailment Tariff and Water Conservation Notice 

trior Commission decisions requiring such tariffs. At the hearing, th 

rriff (Tr. 82-83). Accordingly, Arizona Water is directed to file a curtailm 

pproved by Staff at the time it files its tariffs in compliance with t h s  Decision. 

We also believe it is appropriate and neces 

nplement a water conservati 

NdnodeslawclamaterOZO6 1 9o&o 31 DECISION NO. 66849 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

DOCKET NO. W-01445A-02-0619 

of the effective date of this Decision, Arizona Water Company shall develop and submit to Staff a 

notice concerning water conservation information, including methods and guidelines that customers 

may use to lower water usage. Within 30 days of approval by Staff, Arizona Water Company shall 

send to all customers affected by this Application, by bill insert or separate mailing, a copy of the 

approved notice. 

E. Pinal Creek Group Settlement 

In 1998, Arizona Water negotiated a settlement with members of the Pinal Creek Group 

(“PCG Settlement”), a group of mining interests with copper mining operations in the vicinity of the 

Company’s Miami system (Ex. A-16, at 7-8). 

Arizona Water’s Miami system is located in Gila County and serves approximately 3,000 

customers. According to the Company’s witnesses, the capacity of wells in the Miami system has 

been extremely variable due to the prevailing hydrology of the area. The Company claims that 

production from area wells has been consistently declining over time and customers have been 

subjected to temporary shortages and conservation restrictions (Ex. A-2, at 5-7). 

In 1997, while it was investigating additional water supply options in the Miami area, Arizona 

Water discovered that the Arizona Department of Environmental Quality (“ADEQ”) and the United 

States Environmental Protection Agency (“EPA”) were about to enter into a consent order with the 

PCG concerning alleged contamination of groundwater in the Miami area by the members of the 

PCG (Ex. A-2, at 7). Because the proposed consent order did not address the potential effects on 

Arizona Water and its customers, the Company took action to insert itself into the action before the 

consent order between ADEQ and the PCG was finalized. Mr. Garfield testified that Arizona 

Water’s participation in the proceeding was not welcomed by either ADEQ or the PCG, and only 

through the Company’s persistence was it able to secure its primary goal of a guaranteed source of 

replacement water for the Miami system. (Id.; Tr. 135-136). 

The consent order between the PCG, ADEQ, and EPA requires the PCG to pay fin 

ADEQ and EPA, and to take responsibility for cleanup in the area at an estimated cost of $100 

million (RUCO Ex. 3, at 29). In its separate settlement with the PCG, Arizona Water agreed to a 

cash settlement of $1.4 million paid over a three-year period. This cash compensation 
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settlement was recorded as Miscellaneous Non-Operating Income, whereby none of the proceeds 

were allocated to ratepayers (Id. at 29-30). In addition, the PCG Settlement provides that the 

Company is to receive replacement water from various PCG wells (through an interconnection 

linking the PCG system with Arizona Water’s Miami system). Under the agreement, the Company 

began receiving 100 gallons of water per minute (“gprn”) in 1998, increasing by 100 gpm up to 600 

gprn in October 2003. After that time, PCG is required to continue to provide an aggregate volume 

of capacity of 600 gpm until the settlement agreement expires in 2028 (Id.). 

Staff argues that the Company’s Miami ratepayers are entitled to the entirety of the PCG 

Settlement proceeds. Staff claims that the benefits from the settlement were in exchange for the 

release of past damages and the Company retains the ability to seek future damages. Staff asserts that 

Arizona Water has not retired any wells in the Miami system for more than 20 years and ratepayers 

have paid for those wells through rates during that same time period (Tr. 543-558). Staff further 

contends that as the holder of a CC&N in the Miami area, it is the Company’s duty to secure 

adequate sources of water for its customers. Staff claims that the Company is adequately 

compensated by having rates in effect that allow it to earn a reasonable return on its investment and 

there is no basis for allowing additional compensation through entitlement to the settlement proceeds. 

Staff also contends that the Company improperly accounted for the proceeds as miscellaneous 

income instead of as a deferred regulatory liability pursuant to the NARUC Uniform System of 

Accounts (“USOA”) (Tr. 1083-1092). Staff claims that its recommendation corrects the improper 

accounting treatment by reducing rate base by the amount of the payment, and amortizing the 

reduction over the remaining life of the PCG Settlement (Ex. S-45, at 52). 

RUCO similarly argues that the proceeds of the PCG Settlement were a wind 

Water’s shareholders. RUCO refutes the Company’s assertion that the replacement water alone 

represents sufficient compensation for ratepayers. According to RUCO, the replacement water is 

nothing more than that to which customers are entitled because it is the Company’s obligat 

provide its customers with safe drinking water in exchange for being granted an exclusive franchise 

to serve that area. RUCO recommends that the settlement proceeds sh 

between ratepayers and shareholders. RUCO believes that requiring an equal allocation strikes a_ 
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balance between encouraging the Company to pursue legitimate legal recourse, while at the same 

time preventing the Company from obtaining an unjustified windfall. 

Arizona Water disputes Staffs contention that it improperly accounted for the settlement 

proceeds pursuant to the NARUC USOA. The Company contends that the settlement proceeds were 

properly included in Account 421-NonUtility Income, and Staff has presented no evidence to the 

contrary. Arizona Water also argues that both Staff and RUCO have ignored the substantial benefits 

associated with more reliable and less expensive water supplies that are conferred on customers as a 

result of the PCG Settlement. The Company points out that the PCG replacement water provides a 

reliable source of water in an area where lack of water has become a serious issue. Mr. Kennedy 

estimated that the present value of the replacement water provision in the settlement is between $5.48 

and $7.97 million (Ex. A-16, at 5). 

Arizona Water cites as precedent for its recommendation Decision No. 58497 (January 14, 

1994) involving Tucson Electric Power Company (“TEP”). The Company contends that the 

Commission allowed TEP to retain the $40 million cash portion of a settlement agreement due to 

another provision of the settlement that required TEP to share benefits of a 10 year power sharing 

agreement (Decision No. 58497, at 59-60). Arizona Water argues that, similar to the TEP Decision, 

the Commission should consider the overall benefits provided by the PCG Settlement rather than 

focusing solely on the monetary payment of the settlement. 

We agree with RUCO’s recommendation that the monetary proceeds of the PCG Settlement 

should be shared equally between shareholders and ratepayers. RUCO and Staff argue convincingly 

that Arizona Water, as holder of the exclusive franchise to provide water service in the Miami area, 

has an ongoing obligation to obtain and provide adequate and safe water for customers in the service 

area. The fact that Arizona Water pursued a legal r edy to assure that its water supply would be 

protected does not necessarily entitle the Company to retain for the exclusive benefit of its 

shareholders the monetary proceeds from the legal settlement. Although we recognize that the 

replacement water provision of the PCG Settlement provides ratepayers with the benefit 

quantities of water, the Company also benefits from securing an ass 

eliminating the risk associated with obtaining additional supplies in 
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We believe that the TEP case cited by Arizona Water supports this conclusion. In Decision 

0. 58497, the Commission allowed TEP to retain for shareholders a $40 million payment TEP 

itained from Southern California Edison Company (“SCE”) as part of a legal settlement involving a 

ded merger. However, it was noted in that Decision that TEP’s shareholders had incurred more 

ian $12 million in legal expenses pursuing the litigation against SCE. In addition, TEP was required 

apply the proceeds towards a reduction in its debt service. In this proceeding, there are no similar 

mditions placed on how Arizona Water’s share of the settlement proceeds must be applied. Further, 

s discussed below, we are allowing Arizona Water to include in rate base more than $308,000 in 

:gal expenses associated with the PCG litigation (see discussion below). Considering the PCG 

ettlement in its entirety, we find that splitting the cash proceeds of the agreement equally provides a 

=asonable balance between the rights and obligations of shareholders and ratepayers and will provide 

ne Company with a sufficient incentive to pursue fbture litigation or settlement of claims that the 

Zompany and its customers may be entitled to receive. 

1. PCG Legal Expenses 

Staff claims that the Company receives further compensation from the PCG Settlemenl 

hrough the inclusion of capitalized legal fees in rate base (Tr. 1099). RUCO argues on brief that thc 

;308,005 booked by the Company as legal expenses associated with the PCG Settlement should bc 

.emoved from plant accounts, reclassified as a separate addition to rate base, and amortized over thc 

ife of the agreement (RUCO Brief, at 7-9). RUCO claims that, absent its proposed adjustment 

9rizona Water will e m  a perpetual return in operating income from inclusion of these legal costs. 

Arizona Water asserts that there is no evidence in the record to 

recommendation which was raised for the first time in RUCO’s brief. The Company claims that thi 

only record evidence is that the legal costs were incurred to protect its rights to a specified quantity o 

water, an asset with an unlimited life that is not subject to depreciation (Company Reply Brief, 

42). 

We agree with Arizona Water that there is insufficient evidence in the record of this case to 

support RUCO’s proposed treatment of the PCG Settlement legal costs. RUCO’s rec 

was presented for the first time i its initial brief, thereby precluding an opportunity for cross- - - 
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examination or rebuttal of the proposed alternative treatment. Although we are denying RUCO’s 

recommendation, we believe this issue should be reviewed in the Company’s next rate proceeding to 

allow a full analysis of whether it is appropriate to allow recovery in rate base of legal expenses 

associated with pursuit of litigation and settlement of legal claims. 

2. Miami Purchased Power Expense 

Staff witness Hammon testified that because the PCG Settlement provides Anzona Water 

with up to 600 gpm of replacement water, the Company’s purchased power required to pump water in 

the Miami system has been reduced (Ex. S-52, at 17-18). Accordingly, Staff reduced the Company’s 

purchased power expense in its recommendation regarding allowable expenses (Id.). 

Arizona Water contends that Staffs recommendation is based on speculation regarding the 

amount of the Company’s future purchased power expenses (Tr. 1134-1135). The Company argues 

that speculative expense reductions are not a sufficient basis for adopting Staffs recommendation. 

We agree with the Company that Staffs proposal is based on estimates of future reductions in 

purchased power. Although Mr. Garfield admitted that Arizona Water did not yet own the PCG 

wells in question, he testified that PCG may exercise its option under the agreement to convey the 

wells to the Company (Tr. 252-259). Given the current uncertainty regarding this issue, and the 

speculative nature of Staffs recommendation, we do not believe it is appropriate to reduce Arizona 

Water’s Miami purchased power expenses in this proceeding. 

3. Confidentiality of PCG Settlement 

The PCG Settlement contains a confidentiality provision that prohibits Arizona Water from 

disclosing the terms of the agreement (Ex. S-10). The allegedly confidential information was 

provided to the Administrative Law Judge and Commissioners. The information was also provided 

to most of the other parties pursuant to protective agreements. 

conducted on a closed record and transcripts, exhibits, test 

confidential PCG Settlement issues have, up to this point in time, been maintain 

Portions of the hearing 

ny, and briefs addressing the 

On December 17, 2003, a Procedural Order was issued ruling that 

for confidentiality of the PCG Settlement should be denied. As stated in 

Order, A.R.S. $39-12 1 provides that “Public record 
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any officer shall be open to inspection by any person at all times during office hours.” Although 

there is a strong presumption in favor of disclosure, the right to inspection of public documents is not 

unlimited. Access to public records may be denied or restricted where “the interests of privacy, 

confidentiality, or the best interest of the state in carrying out its legitimate activities outweigh the 

general policy of open access.” Carlson v. Pima County, 141 Ariz. 487, at 491, 687 P.2d 1242 

(1984). The purpose of public records laws is to allow citizens ‘to be informed about what their 

government is up to.’ Scottsdale UniJied School District v. KPNXBroadcasting Co., 191 Ariz. 297, 

302-303, 955 P.2d 534, 539-540 (1998) (quoting United States Dep’t. of Justice v. Reporters Comm. 

For Freedom of the Press, 489 U.S. 749,773, 109 S.Ct. 1468 (1989). See, also, A.H. Belo Corp. v. 

Mesa Police Dept., 202 Ariz. 184,42 P.2d 615 (Ariz. Ct. of Appeals 2002). 

Arizona Water and BHP Copper6 contend that disclosure of the terms of the PCG Settlement 

could have a chilling effect on future settlements between utility companies and third-party litigants. 

However, the public interest in disclosure outweighs the potential effect on future settlements. This 

public interest exists in the form of the public’s right to know the underlying basis for how the rates 

set by the Commission were established. In this case, our decision that the settlement proceeds 

should be shared equally between shareholders and ratepayers has an effect on the revenue 

requirement for the Miami system. Thus, public disclosure of the amount of the settlement is 

necessary to enable the public to assess how the revenue requirement was determined. 

In addition, we do not believe it is good public policy to retain confidentiality of the terms of 

a settlement agreement entered into by a regulated utility and a third party simply because disclosure 

may expose the third party to some future liability for its actions. Although most of the cases on 

public records address disclosure requirements for records and informatio maintained by 

government agencies, the same principles apply equally in situations where, as in this case, the 

Commission reviewed the terms of the PCG Settlement as part of its ratemaking authority under 

Article XV of the Arizona Constitution. We find that the presumption in favor of access to public 

records outweighs the privacy interests expressed by Arizona Water and the PCG Group. 

BHP Copper is one of the members of the PCG Group. Counsel for BHP Copper appeared at the 6 

argument in support of maintaining confidentiality of the terms of the settlement agreement. 
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* * * * * * * * * * 

Having considered the entire record herein and being hl ly  advised in the premises, the 

Clommission finds, concludes, and orders that: 

FINDINGS OF FACT 

1. Arizona Water is an Arizona corporation engaged in the business of providing water 

itility service to the public in portions of Arizona pursuant to authority granted by the Commission. 

2. On August 14, 2002, Arizona Water filed with the Commission an application for a 

iermanent increase in water rates for its Eastern Group, consisting of the Company's Apache 

lunction, Bisbee, Miami, Oracle, San Manuel, Sierra Vista, Superior, and Winkelman systems. 

3. By Procedural Order issued October 23, 2002, a hearing was scheduled for June 23, 

!003. 

4. A Second Rate Case Procedural Order was issued March 14, 2003, granting Staffs 

vfotion to Continue and setting a new hearing date of September 22, 2003. The March 14, 2003 

'rocedural Order also extended the time clock for a final Commission decision. 

5. Intervention was granted to RUCO, the City of Casa Grande, Superstition Mountain, 

>LC, and Mr. Robert Skiba. 

6. Pre-hearing conferences were conducted on March 31, 2003 and September 17, 2003. 

'ublic comment hearings were conducted on August 18,2003 in San Manuel, on August 19,2003 in 

hbee,  and on August 28, 2003 in Apache Junction. The evidentiary hearing commenced on 

ieptember 22,2003 and concluded on September 26,2003. 

7. Initial closing briefs were filed on October 31, 2003 and reply briefs were filed on 

Jovember 10,2003. An oral argument was conducted on December 8,2003. 

8. Based on the adjusted test year data, as determined herein, the operating 

xisting rates for the Eastern Group is $2,168,327. 

9. Based on the adjusted test year data, as determined herein, the fair value rate base for 

ne Eastern Group is $35,944,611. 

10. 

11. 

A fair and reasonable rate of return on fair value rat 

The revenue increase proposed by Arizona - - - er would produce an excessive return 
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In fair value rate base. 

12. 

13. 

The authorized increase in gross annual revenues for the Eastern Group is $1,564,803. 

Staffs proposed inverted tier rate structure does not support our conservation goals for 

isage under 50,000 gallons. 

14. The rate design adopted herein will promote conservation and send appropriate price 

ignals to all consumers. 

15. As discussed herein, Arizona Water’s Eastern Group Purchased Power and Purchased 

Mater Adjustment Mechanisms should be discontinued. 

16. Arizona Water’s proposal to consolidate the Superior and Apache Junction systems, 

hrough the two-step process described herein, is reasonable and shall be adopted. 

17. Staffs proposed water loss audit and reporting plan is reasonable and shall be 

idop t ed . 

18. Staffs proposed changes to Arizona Water’s NP-260 Tariff are reasonable and shall 

)e adopted. 

19. Arizona Water’s proposed Arsenic Cost Recovery Mechanism for the Eastern Group, 

which is based on the Commission’s approval of the Northern Group ACRM in Decision No. 66400, 

s reasonable and shall be approved. 

20. 

shall be approved. 

21. 

shall be adopted. 

22. 

Staffs proposed Curtailment Tariff requirement for Arizona Water is reasonable and 

The treatment of the Pinal Creek Group Settlement discussed herein is reasonable and 

For the Apache Junction system, the rates set herein produce a de 

revenues of 3.29 percent which results in a decrease of 6.5 percent for the average usage 

meter customer and a decrease of 3.0 percent for the median usage 5/8 x % inch customer. 

23. For the Bisbee system, the rates set herein produce an increase in annu 

32.10 percent which results in average and median increases for 5/8 x % inch meter 

approximately 22.8 percent and 26.5 percent, respectively. 

ers of 

24. For the Miami system, the rates herein produce an increase in annual rev 
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24.24 percent which results in average and median increases for 5/8 x % inch meter customers of 

approximately 13.9 percent and 17.7 percent, respectively. 

25. For the Oracle system, the rates set herein produce an increase in annual revenues of 

13.04 percent which results in average and median increases for 5/8 x 34 inch meter customers of 

approximately 13.0 percent and 17.3 percent, respectively. 

26. For the San Manuel system, the rates adopted herein reflect elimination of the 

purchased water adjustment mechanism and will result in average and median increases for 5/8 x % 

inch meter customers of approximately 23.8 percent and 26.9 percent, respectively. 

27. For the Sierra Vista system, the rates set herein produce an increase in annual revenues 

of 27.82 percent which results in average and median increases for 5/8 x 34 inch meter customers of 

approximately 17.8 percent and 20.4 percent, respectively. 

28. For the Superior system, the rates set herein produce an increase in annual revenues of 

50.60 percent which results in the average usage 5/8 x 34 inch meter customer experiencing a 

decrease of approximately 33.8 percent and the median usage 5/8 x 34 inch customer experiencing a 

decrease of approximately 31.8 percent. The decreases for these average and median usage 

customers are due primarily to consolidation of the Superior and Apache Junction systems, as 

described herein. 

29. For the Winkelman system, the rates set herein produce an increase in annual revenues 

of 24.16 percent which results in average and median increases for 5/8 x 34 inch meter customers of 

approximately 1.4 percent and 2.5 percent, respectively. 

30. The rates and charges for each system, as attached hereto in the attached Exhibit D 

and incorporated by reference herein, are reasonable. 

CONCLUSIONS OF LAW 

1. Arizona Water is a public service corporation within the meaning of Article XV of the 

4rizona Constitution and A.R.S. @40-250 and 40-25 1. 

2. The Commission has jurisdiction over the Company and of the subject matter of the 

4pplication. 

3. Notice of the Application was provid 
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4. The rates and charges for each system, as attached hereto in Exhibit D and 

incorporated by reference herein, are reasonable and shall be approved. 

ORDER 

IT IS THEREFORE ORDERED that Arizona Water Company is hereby directed to file with 

the Commission on or before March 3 1 , 2004 revised schedules of rates and charges consistent with 

Exhibit D and the discussion herein. 

IT IS FURTHER ORDERED that the revised schedules of rates and charges shall be effective 

for all service rendered on and after March 10,2004. 

IT IS FURTHER ORDERED that Arizona Water Company shall notify its affected customers 

3f the revised schedules of rates and charges authorized herein by means of an insert in its next 

-egularly scheduled billing, in a form approved by Staff. 

IT IS FURTHER ORDERED that Arizona Water Company shall implement the approved 

4rsenic Cost Recovery Mechanism for the Eastern Group in accordance with the discussion herein 

md consistent with the ACRM approved in Decision No. 66400 for Arizona Water's Northern 

IT IS FURTHER ORDERED that Arizona Water Company's Eastern Group Purchased 

lower and Purchased Water Adjustment Mechanisms should be discontinued. 

IT IS FURTHER ORDERED that Arizona Water Company shall implement the Water Loss 

llan proposed by Staff, as discussed herein, within 120 days of the effective date of this Decision. 

IT IS FURTHER ORDERED that Arizona Water Company shall submit an amended NP-260 

rariff, in the form prescribed by Staff and approved herein, by no later than March 3 1 , 2004. 

IT IS FURTHER ORDERED that Arizona Water Company shall develop and submit for the 

ipproval of Staff a water conservation initiative within 30 days of the effective date of this Decision. 

Irizona Water Company shall disseminate the notice to all customers affected by this Application, as 

liscussed herein, within 30 days of approval by Staff. 

IT IS FURTHER ORDERED that Arizona Water Company shall file a rate case application 

or its Eastern Group no later than September 30,2007. 

* .  
- 
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IT IS FURTHER ORDERED that Anzona Water Company shall submit a Curtailment Tariff 

n the form prescribed by Staff and approved herein, by no later than March 3 1,2004. 

IT IS FURTHER ORDERED that this Decision shall become effective immediately. 

BY ORDER OF THE ARIZONA CORPORATION COMMISSION. 

c1HAmm COMMISSIONER COMMISSIONER 

SOMMISSIONER COMMISSIONER 
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